What drives the development of the MENA financial sector?  by Ben Naceur, Sami et al.
Available online at www.sciencedirect.comBorsa _Istanbul Review
Borsa _Istanbul Review 14-4 (2014) 212e223
http://www.elsevier.com/journals/borsa-istanbul-review/2214-8450What drives the development of the MENA financial sector?*
Sami Ben Naceur a, Mondher Cherif b, Magda Kandil c,*
a Middle East and Central Asia Department, International Monetary Fund, 700 19th Street NW, Washington, DC 20431, USA
b Universite de Reims, 9, Boulevard de la Paix, 51097 Reims, France
c African Department, International Monetary Fund, 700 19th Street NW, Washington, DC 20431, USA
Received 10 October 2013; revised 20 August 2014; accepted 19 September 2014
Available online 5 October 2014AbstractWe explore a wide range of macroeconomic, fiscal and institutional factors in order to assess their relevance as determinants of financial
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under consideration. For example, growth does not promote banking activity; it promotes development of stock market liquidity. While we find
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activity. Our results are robust to different specifications and different estimation techniques.
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Development of the financial system is a cornerstone of
economic development. Indeed, the stage of development and
the depth of the financial sector are key elements that differ-
entiate developing and developed countries. In the latter
group, the financial system is characterized by a sophisticated
network of intermediaries that play a pivotal role in trans-
mitting resources between lenders and borrowers and creating
multiple layers of financial derivatives that deepen the finan-
cial system and reinforce the multiplier of credit growth.
Nonetheless, lack of prudent measures may increase the risk of* The views expressed in this Paper are those of the author(s) and do not
necessarily represent those of the IMF or IMF policy.
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2214-8450/Copyright © 2014, Borsa _Istanbul Anonim S¸irketi. Production and hosfinancial intermediation following a collapse in the value of
financial assets, as the latest episode of global financial
meltdown has illustrated.
The financial system is essential to an economy because it
is responsible for resource allocation. Levine (2005) suggests
that well-working financial intermediaries may positively
affect economic development by reducing transaction costs
through four main channels: (i) enhancing efficiency in
intermediation between borrowers and lenders, (ii) improving
the allocation of resources (through fund pooling, risk diver-
sification, liquidity management, screening, and monitoring),
(iii) increasing saving rates, and (iv) promoting the develop-
ment of markets and instruments that enable risk sharing and
facilitate economic growth. Nonetheless, the financial crisis
literature points to the destabilizing effect of financial liber-
alization as it leads to over-lending, which carries a higher risk
potential because of the limited monitoring capacity of regu-
latory agencies. During investment booms, banks are oftenting by Elsevier B.V. Open access under CC BY-NC-ND license.
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lending is further exacerbated by an explicit or implicit in-
surance against banking failures.
Despite the risk surrounding inefficient financial interme-
diation, economists remain in agreement regarding the need to
establish a well-functioning financial system to lead economic
development and growth in many countries, including those in
the MENA region. The causal link between growth and
financial development is clear. The controversy usually sur-
rounds the direction of causality. Schumpeter (1911), Gurley
and Shaw (1967), Goldsmith (1969), and McKinnon (1973)
argue that financial sector development ought to be in place
to drive growth. Others, e.g., Rajan and Zingales (1998),
argue, however, that growth leads to further development of
the financial system and provides incentives to deepen and
widen the system for financial intermediation. Growth creates
opportunities and increases the return on investment, stimu-
lating demand for credit. Concurrently, growth increases
wealth and the pool of savings that could be available for
credit supply, provided that a sophisticated financial system is
in place to intermediate between savers and borrowers.
Our study focuses on finding the determinants of financial
development in the MENA region. Most of the research on the
region has focused on the finance and growth nexus, and our
intention is to propose a set of policy actions that will help
develop MENA's financial system, which has lagged, in gen-
eral, behind the growth process in many countries.
To what extent has growth contributed to further develop-
ment of the financial system in the MENA region? Further,
why has growth, which is generally high in the region, not paid
off in deepening the financial system and sustaining progress
toward economic diversification? The question is relevant to
the state of development in the MENA region. The region has
fared well in terms of growth indicators, largely attributed to
energy resources. Nonetheless, the spillover effect of growth
on development and diversification has been hampered by
structural rigidities and an inability to enhance financial
intermediation. Hence, there is a need to study the specifics of
financial development in the MENA region and the implica-
tions of growth to enhance the prospect of further development
and efficient allocation of financial resources.
To that end, the study analyzes the determinants of financial
development in the MENA region, including banks and non-
bank intermediation.1 The latter channel has been primarily
attributed to the development of the stock market. Economic
fundamentals, including macroeconomic policies, are impor-
tant determinants of development of the financial system.
Further, institutional settings and structural impediments have
helped advance or hamper financial development across
countries. Moreover, financial liberalization, by forcing a
greater degree of global integration, may have advanced the
development of the financial system to accommodate a surge
in financial inflows. Along the same lines, remittances have1 For related recent literature on the subject see Law and Habibullah (2009)
and Falahaty and Law (2012).provided a steady stream of inflows to labour-exporting
countries; these have eased financing constraints and sup-
ported the development of the financial system. The analysis
will shed light on these linkages across countries of the MENA
region.
The rest of the paper is organized as follows. Section 2
highlights the main theoretical and empirical studies con-
ducted in this area and formulates hypotheses for investiga-
tion. In Section 3, we present data and variables and discuss
our empirical methodology. Section 4 presents our main re-
sults. Finally, in Section 5 we present our main conclusions
and policy implications.
2. Related literature and hypotheses
The literature on the subject comprises studies on the de-
terminants of financial sector development.2.1. Determinants of financial sector development
2.1.1. Financial sector development and the growth cycle
A number of studies have focused on the dependence of
financial development on economic growth. Specifically, the
financial sector is further developed during periods of eco-
nomic expansion; implying that the need for financing forces
more development in response to real activity (Goldsmith,
1969; Gurley & Shaw, 1967). That is, economic growth in-
creases profits in the financial sector, forcing a need for more
sophistication to increase efficiency. Khan and Senhadji
(2003) reveal evidence of bi-directional causality between
financial development and economic growth in a sample of
developing countries. Shan, Morris, and Sun (2001) confirm
the finding in a sample of nine OECD countries.
Most of the evidence above has focused on bank-based
measures of financial development, such as total per capita
lending by the non-bank public, and bank credit to GDP (Shan
et al., 2001); and broad money to GDP (Rousseau & Sylla,
2001). Indeed, banks dominate financing in many developing,
and even in most developed countries, and stock markets remain
a small part of the overall financial system. However, develop-
ment of the equity market is important towards further devel-
opment of the financial system. The stock market increases the
flexibility of financial intermediation, as it provides investors
with a clear exit strategy. Further, the stock market deepens the
financial system by attracting foreign financial inflows. In
addition, the stock market provides important indicators for in-
formation sharing among investors, namely company valuation,
and the prospect of macroeconomic fundamentals.
With the growing importance of stock markets in the
context of financial liberalization and global integration, a
number of investigations have focused on stock market in-
dicators and economic growth. The empirical evidence linking
stock market development to economic growth has been
inconclusive, even though the balance of the evidence is in
favour of a positive relationship.
Levine and Zervos (1998) and Singh (1997) find that
various measures of stock market activity are positively
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countries, and that the association is particularly strong for
developing countries. Their results also show that after con-
trolling for initial conditions and economic and political fac-
tors, measures of banking and stock market development are
robustly correlated with current and future rates of economic
growth and productivity improvement. Garcia and Liu (1999)
examined the macroeconomic determinants of stock market
development in a sample of fifteen industrial and developing
countries in Latin America and Asia over the period
1980e1995. While real income, higher saving rate, financial
development, and stock market liquidity are important pre-
dictors of stock market capitalization, macroeconomic stabil-
ity appears less important. Equally important is the finding that
banks and stock markets are complements, rather than
substitutes.
Garcia and Liu (1999) examined the macroeconomic de-
terminants of stock market development in a sample of Latin
American and Asian countries. GDP growth, investment
growth, and financial intermediation development are impor-
tant factors. Yartey (2008) finds that a percentage point in-
crease in financial intermediation development tends to
increase stock market development in Africa by 0.6 points,
controlling for macroeconomic stability, economic develop-
ment and the quality of legal and political institutions.
El-Wassal (2005) investigates the relationship between
stock market growth and economic growth, financial liber-
alization, and foreign portfolio investment in 40 emerging
markets between 1980 and 2000. The results show that eco-
nomic growth, financial liberalization policies, and foreign
portfolio investments are the leading factors of the emerging
stock markets growth. Yartey (2008) examines the relationship
using a panel data of 42 emerging economies for the period
1990e2004. The results indicate that macroeconomic factors,
such as income level, gross domestic investment, banking
sector development, private sector flows, and stock market
liquidity are important determinants of stock market devel-
opment in emerging market countries. In addition, political
risk, law and order, and bureaucratic quality are important
determinants of stock market development because they
determine the viability of external finance.
2.1.2. Financial sector development and inflation
Among macroeconomic indicators, inflation may prove to
be an important determinant of financial sector development.
Some research (see, e.g., Boyd, Levine, & Smith, 2001) has
established a negative relationship between inflation and
financial sector development. Simply put, inflation erodes the
real value of savings in domestic currency, absent high interest
rates. To avoid the inflationary risk, agents may opt to store
their savings in alternative instruments, real or financial, that
would provide a better hedge against inflationary pressures.
2.1.3. Financial sector development and institutions
A number of papers have examined the institutional and
macroeconomic determinants of stock market development.
Demirguc-Kunt and Levine (1996) have found that most stockmarket indicators are highly correlated with banking sector
development. Others have focused on the impact of institu-
tional quality on stock market development and the link be-
tween the legal institutional framework and corporate finance.
Erb, Harvey, and Viskanta (1996) show that expected returns
are related to the magnitude of political risk. In both devel-
oping and developed countries, the lower the level of political
risk the lower the required returns. La Porta, Lopez-de-
Silanes, Shleifer, and Vishny (1997) find that countries with
a lower quality of legal rules and law enforcement have
smaller and narrower capital markets, and that the listed firms
on their stock markets are characterized by more concentrated
ownership. Demirguc-Kunt and Maksimovic (1998), show that
firms in countries with effective legal systems are able to grow
faster by relying more on external finance. Institutional and
legal settings do have an important bearing on financial sector
development. For example, the extent of creditor rights pro-
tection has an independent effect on financial sector devel-
opment (see, e.g., Djankov, Mcleish, & Shleifer, 2006; La
Porta, Lopez-de-Silanes, Shleifer, & Vishny, 1998; Levine &
Zervos, 1998).
2.1.4. Financial sector development and liberalization
Another strand of the literature has focused on the role of
financial liberalization in promoting stock market develop-
ment. The degree of capital account openness and the liber-
alization of domestic financial systems help develop the
financial sector (see, e.g., Chinn & Ito, 2002; Demirguc-Kunt
& Detragiache, 2000). Mishkin (2001) argued that financial
liberalization promotes transparency and accountability,
reducing adverse selection and moral hazard. These im-
provements tend to reduce the cost of borrowing in stock
markets, which eventually increase liquidity and the size of the
stock market. Other studies (see, e.g., Abiad, Detragiache, &
Tressel, 2008; Abiad & Mody, 2005) have focused on finan-
cial reforms to distinguish differences in the degree of finan-
cial liberalization, arguing for the beneficial effects on
financial sector reforms.
2.1.5. Financial sector development and remittances
Workers' remittances to developing countries have become
the second largest type of flows, after foreign direct investment
(FDI). Aggarwal, Demirguc-Kunt, and Peria (2006) study the
impact of remittances on financial sector development; in
particular, on whether remittances contribute to increasing the
aggregate level of deposits and credit intermediated by the
local banking sector. Their findings support the notion that
remittances contribute to financial sector development in many
developing countries. Remittance recipients, by depositing
these flows in the banking system, multiply the development
impact of remittance flows (see, e.g., Hinojosa Ojeda, 2003;
Terry & Wilson, 2005; World Bank, 2006). Remittances can
lead to financial development in developing countries. Spe-
cifically, remittances are money transferred through financial
institutions, which paves the way for recipients to demand and
gain access to other financial products and services, which
may not be available otherwise (Orozco & Fedewa, 2005).
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recipients or recipients with limited financial resources, to
intermediate between savers and borrowers. Absent a well-
developed financial system, remittance recipients may seek
other avenues to save their funds, outside the banking system.
2.1.6. Financial sector development and endowed resources
Some attention has also focused on a country's geography
and initial endowment as important determinants of financial
sector development (see, e.g., Acemoglu, Johnson, &
Robinson, 2001, 2002). Other country characteristics have
also been cited in this context: for example, the degree of
ethnic diversity (Easterly & Levine, 1997), and the type of
religion practised by the majority of the population (Stulz &
Williamson, 2003). The former may encourage more inflows
motivated by cross-border ethnic connections. Further, some
religious beliefs may be viewed as too restrictive to free
intermediation and financial development. Research that has
attempted to quantify these effects has produced less robust
evidence regarding their effect on financial development
(Beck, Demirguc-Kunt, & Levine, 2004).2.2. Hypotheses testing2 We choose to end the sample period before the global financial crisis, so as
to establish robust evidence during normal times that are not specific to the
vulnerability surrounding the episode leading to and surrounding the crisis.Given the diverse levels of financial development across
MENA countries, our research aims to shed light on the val-
idity of various findings regarding the determinants of varia-
tion across the region.
A priori, we expect that a higher level of real growth is
compatible with financial deepening. Higher income increases
the pool of savings and the drive to mobilize additional
financial instruments that can channel these resources into
productive use. According to the demand-driven hypothesis,
the growth of an economy will create new demand for finan-
cial services, and the financial sector adapts to the needs of the
real sector (Goldsmith, 1969; Gurley & Shaw, 1967). Such an
increase in demand will push for more sophisticated financial
intermediaries that are able to satisfy the new demand for their
services (Yartey, 2008).
Additionally, high levels of saving and investment are ex-
pected to have a positive impact on the demand for financial
services because, usually, the larger the saving rate, the higher
the flow of capital to the stock market (Kamar & Ben Naceur,
2007). Thus, we expect savings and investment to be important
determinants of financial sector development. We use gross
domestic savings as a percentage of GDP and gross domestic
investment as a percentage of GDP (Yartey, 2008).
Inflationary experiences have also varied across MENA
countries. Higher inflation erodes financial assets, increasing
incentives to diversify away from savings in the financial sector
and toward higher real investment. Hence, inflation may act to
slow down financial deepening. All recent studies conclude that
inflation has a negative impact on financial sector performance
(Ben Naceur & Ghazouani, 2008; Boyd et al., 2001).
There are two views of how the government sector could
influence the development of the financial system. The
development view (Gerschenkron, 1962) suggests thatgovernment involvement in the financial sector reduces market
failures and promotes market access. The political view
(Kornai, 1979) argues that government involvement can lead
to an increase in inefficiency through higher interest spreads
and overhead expenses. Empirical evidence tends to support
the political view (La Porta, Lopez de Silanes, & Shleifer,
1998, 1997; Lopez-de-Silanes, Shleifer, & Vishny, 1997).
Cooray (2011) argues that if government increases its market
power, this could constrain the development of the financial
system through increased rent-seeking and a crowding out of
private investment.
On the basis of their high shares of exports and imports to
GDP,MENA countries are highly open to the rest of theworld. A
higher degree of integration in the global economy increases
incentives to develop more sophisticated financial systems to
mobilize financial support in support of trade transactions. Rajan
and Zingales (2003) suggest in their interest group theory that
industrial incumbents could hamper the development of the
financial sector when trade openness is low. They also argue that
trade liberalization should be mixed with financial openness to
result in stronger financial development. Baltagi, Demetriades,
and Law (2009) showed that both trade and financial openness
explainwhy levels of financial systemdevelopment differ among
countries. Studies found that current and capital account open-
ness have a positive effect on financial sector development (see
also Chinn & Ito, 2002) by increasing available resources and
opportunities to mobilize these resources in productive activity.
Bad institutions have been recognized as a major obstacle
to economic development. Where the quality of institutions
lags behind, financial development may not progress, because
agents fear the implications for the stability of financial sav-
ings and investments. Hence, the quality of institutions, where
progress has been lacking, may have hampered financial
development in the region. According to La Porta et al. (1997),
differences in protections for creditors and investors, and in
the quality of law enforcement can explain why some financial
systems are more developed than others. Table 1 summarizes
the hypotheses under investigation and the expected signs on
the variables in the estimated model.
3. Data and variables3.1. DataData were extracted from various sources. We consulted the
Beck, Levine, and Loayza (2000) database on financial
structure to collect stock market and financial system in-
dicators from 1960 to 2006.2 The sample period spans major
events that have transformed the economies of the MENA
region, reflecting the energy boom and a higher degree of
integration into the global economy. Other information related
to economic growth, inflation, and openness is collected from
Table 1
Summary of variables and testable predictions.
Characteristics Variables Predicted relationship
P(1) Bank development
Financial system liquidity lly ¼ liquid liabilities/GDP e
Banking sector size cps ¼ bank credit to the private sector/GDP e
P(2) Stock market development
Stock market size macap ¼ stock market capitalisation/GDP e
Stock market liquidity turn ¼ stock value traded/mc e
P(3) Macro factors
Economic growth gdpg ¼ (GDPt/GDPt1)  1 Positive
Inflation rate inf ¼ (CPIt  CPIt1)  1 Negative
Saving rate sav ¼ national saving/GDP Positive
Investment rate inv ¼ domestic investment/GDP Positive
Government size Government expenditure/GDP Negative
P(4) Openness
Trade openness Trade ¼ (export þ import)/GDP Positive
Capital account openness cflow ¼ capital inflows/GDP Positive
P(5) Institutions
Law and Order (score 0e6) l_a ¼ score of 6 equal very low legal risk Positive
Bureaucratic quality (score 0e4) bur ¼ score of 4 low political pressure Positive
Democratic accountability (score 0e6) dem_acc ¼ score of 6 government very responsive Positive
Corruption (score 0e6) corr ¼ score of 6 low level of corruption Positive
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Development Indicators) databases. Our original intention was
to include all MENA countries, but given that some countries
have not yet created stock markets (e.g. Iraq, Libya, Sudan,
and Yemen), and other countries only established stock mar-
kets very recently (UAE), the sample covered only twelve
countries.3 Besides, data were not available for a uniform
period for each country, and many countries have only
recently established their stock markets. The number of ob-
servations is therefore expected to vary across countries,
leading to estimations over an unbalanced panel data. A
complete list of countries and time periods is given in
Appendix 1. In summary, our data contain twelve MENA
countries observed over the period 1960e2006, based on data
availability.3.2. VariablesWe empirically examine the factors that explain the dif-
ference in financial development in the MENA region by
estimating a number of variants of equation (1), depending on
the assumption made about the error term and the exogeneity
of the independent variables:
FDi;t ¼ a1þ a2Macroi;t þ a3Opennessi;t þ a4Institutionali;t
þ hiþ 3i;t
ð1Þ
where i refers to the country and t refers to the time period
from 1960 to 2006.3 Qatar is excluded for our sample because macro data are not available.Table 1 summarizes the variables that are used in our es-
timations. The variables are clustered into five major groups:
(1) bank development (liquid liabilities and credit to private
sector); (2) stock market development (market capitalization
and value traded); (3) macro factors (inflation, saving rate,
investment rate, and government size); (4) openness (trade and
capital account openness); and (5) institution quality (cor-
ruption, bureaucracy, democratic accountability, and law and
order). The third column indicates the sign of the expected
impact of the variable on bank and stock market development.
FD, financial development, refers to the ratio of liquid li-
abilities as a percentage of GDP (M2/DGP), as a measure of
the size of the financial system; or to the ratio of bank credit to
the private sector as a percentage of GDP, as a measure of
banking sector development; or to stock market capitalization
over GDP as a measure of the equity market size; or to stock
transactions over market capitalization, as a measure of stock
market liquidity. The relevant data are form the Beck et al.
(2000) database on financial structure database.
Macroeconomic data (Macro) is a standard set of condi-
tioning variables that the literature has found to affect financial
development. It includes real GDP growth to account for
economic development. Furthermore, we include the inflation
rate based on a CPI index (IR) and the ratio of government
expenditures to GDP (GC) as indicators of macroeconomic
stability.
Openness variables refer to trade and capital account
liberalization measures. We use the ratio of exports plus im-
ports to GDP (TO) to capture the degree of openness of an
economy and the ratio of capital inflows (Foreign direct in-
vestment and Foreign portfolio investment) to GDP to measure
capital account openness (Chinn & Ito, 2002).
Table 2
Descriptive statistics, 1961e2006, 12 countries.
cps lly mcap turn gdpg iic gc inf sav inv trade cflow bur corr dem_acc l_a
Mean 0.34 0.52 0.36 0.36 0.02 3.53 0.18 0.12 0.21 0.23 0.70 1.09 2.04 2.78 2.66 3.82
Std deviation 0.21 0.24 0.36 0.50 0.06 4.37 0.05 0.16 0.14 0.07 0.38 1.68 0.55 0.73 1.30 1.28
Minimum 0.02 0.05 0.01 0.01 0.16 0.43 0.08 0.01 0.20 0.09 0.14 1.61 0.42 1.42 0.00 1.00
Maximum 0.88 1.31 2.40 2.41 0.21 19.55 0.35 1.06 0.80 0.49 2.51 13.58 3.00 4.00 6.00 6.00
Correlation
cps 1.00
lly 0.74 1.00
macap 0.56 0.60 1.00
turn 0.33 0.22 0.21 1.00
gdpg 0.09 0.19 0.03 0.12 1.00
iic 0.10 0.05 0.40 0.29 0.09 1.00
gc 0.44 0.32 0.34 0.07 0.33 0.53 1.00
inf 0.65 0.51 0.26 0.48 0.06 0.16 0.47 1.00
sav 0.46 0.69 0.36 0.10 0.08 0.36 0.15 0.14 1.00
inv 0.05 0.01 0.10 0.20 0.10 0.54 0.29 0.17 0.04 1.0000
trade 0.77 0.60 0.60 0.11 0.15 0.20 0.61 0.49 0.47 0.06 1.00
cflow 0.22 0.10 0.23 0.06 0.16 0.19 0.14 0.06 0.25 0.11 0.18 1.00
bur 0.30 0.31 0.10 0.16 0.02 0.01 0.02 0.36 0.13 0.09 0.09 0.11 1.00
corr 0.03 0.02 0.01 0.18 0.11 0.18 0.10 0.04 0.10 0.33 0.14 0.10 0.39 1.00
dem-acc 0.25 0.02 0.12 0.24 0.08 0.13 0.35 0.46 0.09 0.28 0.15 0.06 0.21 0.32 1.00
l_a 0.13 0.09 0.16 0.13 0.11 0.32 0.18 0.24 0.38 0.14 0.01 0.03 0.16 0.11 0.16 1.00
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impact of four of the components of political risk on stock
market development: law and order, bureaucratic quality,
democratic accountability, and corruption. To ensure consis-
tency, both between countries and over time, points are assigned
by the International Country Risk Guide (ICRG)4 on the basis of
a series of pre-set questions for each political risk component.
Law and Order is an evaluation of the strength and indepen-
dence of the legal system as well as the popular enforcement of
law: it ranges from 0 to 6. A score of 6 points equates to very low
risk and a score of 0 points to very high risk. Bureaucratic
quality assesses the institutional force and quality of bureau-
cracy: high scores are given to countries where the bureaucracy
is independent from political pressure. The variable ranges from
0 to 4. Democratic accountability measures how responsive the
government is to its people, on the theory that the less responsive
it is, the more likely it is to fall: the score ranges from 0 to 6.
Corruption measures the quality of the political system: the
value ranges from 0 to 6. The higher the value of the corruption
index the lower the level of corruption. In other words, countries
that have low levels of corruption have high values on the index
and vice versa.
Finally, hi is an unobserved country-specific effect, and 3it
is the error term for each observation.
4. Empirical analysis4.1. Univariate analysisTable 2 provides descriptive statistics for the variables
employed in the analysis: credit to the private sector relative to4 These variables are provided by the International Country Risk Guide
database through its website http://www.prsgroup.com/ICRG.aspx.GDP, the size of the financial system as measured by a broad
monetary aggregate, M3, relative to GDP, lly, the size of the
stock market capitalization relative to GDP, macap, the degree
of liquidity in the stock market as measured by the volume of
transactions relative to GDP, turn, per capita GDP growth,
gdpg, initial GDP per capita, iic, government consumption, gc,
inflation, inf, savings relative to GDP, sav, investment rate, inv,
openness, as measured by the size of imports and exports
relative to GDP, the size of financial inflows relative to GDP as
a measure of capital account liberalization, cflow, bureaucracy,
bur, corruption, corr, democratic accountability, demacc, and
law and order, la. The direction and size of correlations across
these variables, using panel data, are demonstrated in Table 2.
Table 3 provides the mean, minimum and maximum values
of selected financial indicators: liquid liabilities/GDP, private
credit/GDP, market capitalization/GDP, and turnover/market
capitalization.
The first measure, liquid liabilities/GDP, identifies the de-
gree of risk banks may face in response to a sudden request to
withdraw deposits (bank run). The highest risk is in Jordan and
the lowest risk is in Turkey.
Credit to the private sector represents banks' contribution to
private sector activity via intermediation. The highest contri-
bution is in Jordan and the lowest contribution is in Syria.
There are two factors that underlie these contributions. The
first is the degree to which economic activity generates private
incentives and demand for credit. The second is banks' de-
cisions on managing liquidity and asset allocation, balancing
risk and return. In this context, fiscal dominance may shrink
credit to the private sector by decreasing the pool of resources
and decreasing incentives for private lending.
Market capitalization indicates the size of the stock market.
Larger size indicates a more developed financial system that
has the capacity to import inflows and energize financing
Table 3
Indicators of financial system development in the MENA region.
Liquid liabilities/GDP Credit to private sector/GDP Market capitalization/GDP Turnover/market capitalization
Mean Min Max Mean Min Max Mean Min Max Mean Min Max
Algeria 0.53 0.32 0.79 0.33 0.04 0.70
Bahrain 0.64 0.45 0.78 0.48 0.28 0.62 0.96 0.87 1.06 0.05 0.03 0.06
Egypt 0.64 0.34 1.01 0.29 0.15 0.60 0.22 0.04 0.66 0.18 0.05 0.43
Iran 0.40 0.23 0.66 0.28 0.19 0.43 0.20 0.03 0.82 0.18 0.02 0.54
Jordan 0.99 0.63 1.31 0.64 0.32 0.88 0.71 0.15 2.40 0.19 0.05 0.85
Kuwait 0.75 0.51 0.95 0.58 0.37 0.71 0.80 0.53 1.23 0.76 0.21 1.44
Morocco 0.53 0.30 1.02 0.29 0.13 0.61 0.25 0.02 0.67 0.13 0.03 0.47
Oman 0.31 0.26 0.38 0.32 0.21 0.45 0.20 0.09 0.41 0.24 0.10 0.79
Saudi Arabia 0.35 0.05 0.52 0.43 0.02 0.74 0.49 0.28 1.54 0.60 0.07 2.32
Syria 0.44 0.23 0.71 0.09 0.03 0.23
Tunisia 0.52 0.46 0.59 0.61 0.49 0.67 0.11 0.05 0.21 0.11 0.03 0.22
Turkey 0.29 0.19 0.50 0.16 0.13 0.29 0.16 0.01 0.46 1.00 0.01 2.41
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the highest capitalization is in Bahrain and the lowest is in
Tunisia.
Turnover/market capitalization indicates how developed the
stock market is, proxied by the size of transactions relative to
market capitalization. Higher turnover would signal more ac-
tivity, implying more confidence in the stock market and the
integral role it plays in support of financial development and
economic activity. The highest turnover ratio is in Turkey and
the lowest is in Bahrain.4.2. Multivariate analysisTable 4 summarizes the results explaining liquid liabilities
and credit to private sector using pooled data for countries in
the MENA region.5 To establish robustness, we estimate three
model specifications. A Hausman (1978) test is performed to
choose the most appropriate model between fixed- and
random-effect models. The test statistic is asymptotically
distributed as c2 under the null hypothesis that the correlation
between the independent variables and the error term is null. If
the outcome of the test is significant, the fixed effect model
will be displayed; otherwise the random effect model is used.
The results are summarized as follows.
An increase in liquid liabilities indicates further develop-
ment of the financial system. Across all specifications, the
evidence indicates robust negative and significant effect of real
growth on liquid liabilities in the financial system. Higher
growth, while stimulating economic activity and savings, does
not contribute to the pool of resources for financial interme-
diation. The evidence indicates lack of confidence in the
financial system, the effect of credit rationing and asymmetric
information, which increase loan concentration and connected
lending and prompts agent to mobilize savings elsewhere.
Hence, the results do not attest to the importance of real
growth for increasing financial deepening in the MENA
region.5 For related empirical literature, see Pesaran and Smith (1995), Pesaran,
Haque, and Sharma (2000).Government spending increases the need for domestic
financing, and crowds out private activity, with adverse effects
on financial development. The bulk of the evidence indicates
that an increase in government consumption has a significant
negative effect on financial sector development. An increase in
government consumption absorbs domestic liquidity outside
of the financial system, hampering the effectiveness of in-
termediaries in mobilizing savings to support private sector
activity.
Inflation erodes the purchasing power of financial savings,
and decreases incentives to accumulate liquid assets. Hence,
inflation could shrink the pool of available liquid liabilities for
financial development. In support of this hypothesis is the
negative and significant response of liquid liabilities to higher
inflation, which is robust across all model specifications.
Agents decrease savings in the financial system in response to
higher inflation.
A priori, one would expect a positive relationship between
savings and liquid liabilities in the financial system. As agents
accumulate more savings, they seek opportunities to mobilize
these resources, including in the financial system. The evi-
dence, however, suggests that concerns about the viability of
financial savings predominate. Accordingly, liquid liabilities
are not rising with savings; the implication is that agents are
aggressively seeking alternative viable opportunities outside
the banking system despite the larger pool of available
savings.
Empirical models that include trade openness provide evi-
dence in support of the positive effect of openness on liquid
liabilities. An increase in the volume of trade increases op-
portunities for financial integration and economic growth.
Both factors are bound to increase inflows and mobilize do-
mestic savings, increasing liquid liabilities in support of
financial system development and trade transactions.
More direct evidence of the positive effect of financial
liberalization is supported by the effect of financial inflows on
financial development. More inflows increase liquid liabilities
in the financial system, supporting further financial develop-
ment. Mobilizing liquid liabilities in the financial system in-
creases returns on financial inflows.
Table 4
The determinants of the banking sector development.
Liquid liabilities Credit to private sector
Random effect Random effect Fixed effects Random effect Fixed effects Fixed effects
gdpg 0.641 (4.04)*** 0.906 (5.52)*** 0.279 (1.66)* 0.458 (3.48)*** 0.560 (3.61)*** 0.249 (1.14)
gc 0.857 (3.60)*** 1.236 (5.12)*** 1.073 (3.95)*** 0.541 (2.69)*** 0.847 (3.67)*** 0.239 (0.68)
inf 0.215 (2.60)*** 0.139 (1.72)* 0.112 (1.80)* 0.310 (4.45)*** 0.235 (3.05)*** 0.141 (1.76)*
sav 0.457 (3.94)*** 0.518 (3.51)*** 0.524 (4.19)*** 0.561 (5.65)*** 0.266 (1.84)* 0.512 (3.17)***
inv 0.543 (3.42)*** 0.014 (0.08) 0.066 (0.34) 0.585 (4.40)*** 0.520 (3.07)*** 0.646 (2.56)**
trade 0.369 (4.55)*** 0.347 (4.99)*** 0.033 (0.41) 0.018 (0.20)
cflow 0.011 (1.96)** 0.003 (0.80) 0.008 (1.56) 0.004 (0.82)
bur 0.066 (3.84)*** 0.024 (1.08)
corr 0.005 (0.45) 0.016 (1.11)
dem_acc 0.007 (0.89) 0.017 (1.65)
l_a 0.023 (3.45)*** 0.040 (4.59)***
Constant 0.712 (9.24)*** 0.656 (6.72)*** 0.315 (4.06)*** 0.511 (6.85)*** 0.424 (7.01)*** 0.222 (2.22)**
Nbr. obs 331 258 186 331 258 186
Nbr. countries 12 10 10 12 10 10
R2 overall 0.2815 0.4642 0.4799 0.1148 0.2052 0.3561
F testa 43.40*** 20.88*** 21.52***
Wald testb 44.47*** 83.56*** 74.50***
Hausman testc 3.13 0.72 1043.45*** 0.5918 27.24*** 77.93***
Numbers in parentheses are t-statistics. *Significant at 10%; **significant at 5%; ***significant at 1%.
a Fisher test under the null hypothesis that the coefficients specific to each term are all equal and constant.
b Wald test is F test to see whether all the coefficients of the model are different from zero.
c Asymptotically distributed as c2 under the null hypothesis that the explanatory variables are not correlated with the error terms.
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negatively, as evidenced by the negative significant sign in two
specifications. Bureaucracy decreases efficiency, preventing
further development of the financial system. Specifically, bu-
reaucracy decreases incentives for private investment and FDI
flows, with adverse effects on the financial system.
Further, the evidence supports improvement in financial
development in association with the rule of law, which reflects
positively on the stability of the financial system. The quality
of institutions and transactions is improved with the rule of
law, attracting more financial inflows and boosting
confidence and, hence, deposits in the banking system.
Overall, the evidence indicates the importance of growth to
supporting financial development, underpinned by the quality
of institutions and a high degree of trade openness and
financial integration. However, higher government spending
and inflation increase the risk associated with liquid assets,
which could pose a major deterrent to private activity, hin-
dering financial development.
Table 4 presents also the results of the models explaining
credit to the private sector across various specifications.
Higher growth increases the incentives for private investment.
However, higher growth and private incentives are not asso-
ciated with an expansion in credit to the private sector. The
evidence is robust across most model specifications, implying
inefficient intermediation that fails to mobilize resources to-
wards credit expansion, despite higher growth.6 The evidence
is a reflection of the small contribution of private activity to
real growth in MENA countries.6 Distortions in the intermediation process are often evident in excess
liquidity in financial institutions, higher interest rate spreads, high loan con-
centration, connected lending, and high risk indicators.Higher government spending shrinks resource availability,
crowding out private activity. Higher government spending
increases the cost of borrowing and make resources less
available for private investment. Accordingly, higher govern-
ment spending has a negative and significant effect on credit
growth to the private sector.
Inflation discourages the choice of private activity because
it increases inflationary expectations and encourages capital
outflow. Accordingly, incentives for private investment and
demand for credit decrease. Similarly, the supply of credit may
be adversely affected by a shrinking pool of financial savings
as agents diversify away from liquid assets to avoid the risk of
the inflationary tax.
Consistent with the evidence for liquid liabilities, higher
savings do not increase credit to the private sector. Higher
savings are mobilized outside financial institutions, reflecting
concerns about liquid assets and the stability of the financial
system; hence, credit to the private sector does not grow in
parallel to savings.
In contrast, higher incentives for investment help mobilize
resources in the banking system, resulting in an increase in
private credit growth. More investment increases the demand
for credit, enhancing financial intermediation.
Trade openness stimulates financial inflows and economic
activity. It increases the pool of resources and incentives for
mobilizing these resources in the financial system in support
of credit growth. A pickup in economic activity stimulates
demand for credit, resulting in a significant increase in credit
to the private sector.
Similarly, financial flows increase available resources in the
financial system, resulting in credit expansion. Financial
deepening increases the return on financial flows. The evi-
dence is limited, however, to one model specification.
Table 5
The determinants of stock market development.
Stock market size Stock market liquidity
Random effects Fixed effects Fixed effects Fixed effects Fixed effects Fixed effects
gdpg 1.084 (2.17)** 0.260 (0.85) 0.376 (0.99) 2.401 (2.89)*** 1.747 (2.48)** 1.715 (2.29)**
gc 1.740 (2.69)*** 2.107 (4.51)*** 1.995 (3.41)*** 2.943 (2.47)** 2.060 (1.90)* 3.512 (2.96)***
inf 0.084 (0.46) 0.121 (1.05) 0.120 (0.84) 0.119 (0.38) 0.324 (1.20) 0.041 (0.15)
sav 0.169 (0.52) 0.506 (1.91)* 0.449 (1.54) 2.147 (3.56)*** 0.744 (1.21) 0.188 (0.32)
inv 0.133 (0.24) 0.072 (0.20) 0.075 (0.17) 1.428 (1.49) 2.087 (2.50)** 0.575 (0.64)
cps 1.387 (6.59)*** 0.852 (5.94)*** 0.776 (3.50)*** 0.494 (1.33) 0.071 (0.22) 1.340 (3.07)***
trade 0.639 (5.21)*** 0.646 (4.53)*** 1.453 (5.14)*** 1.397 (4.97)***
cflow 0.038 (5.55)*** 0.039 (5.38)*** 0.024 (1.53) 0.024 (1.64)
bur 0.002 (0.03) 0.113 (0.98)
corr 0.011 (0.37) 0.064 (1.08)
dem_acc 0.009 (0.50) 0.071 (2.12)**
l_a 0.013 (0.65) 0.144 (3.68)***
Constant 0.065 (0.27) 0.149 (1.06) 0.204 (0.97) 0.523 (1.32) 0.927 (2.72)*** 1.088 (2.56)**
Nbr. obs 154 137 128 152 134 127
Nbr countries 10 8 8 10 8 8
R2 overall 0.2256 0.3662 0.3566 0.0423 0.0001 0.0235
F testa 39.45*** 27.43*** 4.88*** 8.95*** 9.12***
Wald testb 64.34***
Hausman testc 6.10 171.63*** 49.59*** 45.55*** 75.54*** 84.69***
Numbers in parentheses are t-statistics. *Significant at 10%; ** significant at 5%; ***significant at 1%.
a Fisher test under the null hypothesis that the coefficients specific to each term are all equal and constant.
b Wald test is F test to see whether all the coefficients of the model are different from zero.
c Asymptotically distributed as c2 under the null hypothesis that the explanatory variables are not correlated with the error terms.
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robust. Bureaucracy decreases incentives for private activity
and hampers financial development and credit growth.
Finally, the rule of law enhances efficiency and restores
credibility and confidence in the financial system. Consis-
tently, the rule of law stabilizes the financial system, with a
robust positive significant effect on credit growth.
Table 5 illustrates determinants of capital market develop-
ment, proxied by the size and the liquidity of the stock market.
Government spending has a significant negative effect on
stock market activity and the volume of trading. Higher gov-
ernment spending increases uncertainty about fiscal sustain-
ability, crowding out private investment, with adverse effects
on the size of the stock market. The evidence would support
the need for fiscal consolidation to promote the development
of private sector securitization, a key factor in mobilizing
private activity and investment.
Credit to the private sector appears to be mostly growing
with stock market valuation. The implication is that both are
dependent on economic activity and real growth. Higher
growth stimulates demand for credit and revives stock market
activity, in support of financial development.
Similarly, openness appears to be an important determinant
of stock market valuation. Higher integration into the world
economy, through trade linkages, increases opportunities to
attract inflows and revive economic conditions. Both factors
are likely to have positive spillover effects on stock market
activity and valuation, increasing the returns on financial
inflows.
Similarly, capital inflows have a clear positive effect on
stock market development. Inflows increase the demand forportfolio investment, contributing to better valuation of equity
shares. A higher degree of financial integration boosts stock
market activity and financial development.
The impact of institutional quality indicators appears less
relevant to stock market development, compared to banking
development indicators. The latter are more vulnerable to
institutional quality, reflecting the more complex role they
play in financial intermediation. By contrast, stock market
activity is subject to fewer bureaucratic constraints and is more
dependent on market forces; hence, trading in the stock market
appears to be less vulnerable to indicators of institutional
quality.
Overall, stock market size, like banking sector develop-
ment, improves with trade and financial integration. Further,
government consumption hampers development of both the
banking system and the stock market. Important differences
relate to the inflationary effect, which appears more detri-
mental to banking sector development, compared to stock
market development, reflecting the higher risk of long-term
assets and increased preference for more liquidity in high-
inflation environments. Moreover, investment is more rele-
vant to development in the banking system as it increases the
demand for credit and financial intermediation. Investment is
less relevant to stock market development because it creates an
opportunity to diversify away from financial assets, e.g., into
real estate investment.
Table 5 presents the results explaining the second indicator
of capital market development, market liquidity as measured
by the ratio of turnover to market valuation. The evidence
provides further support for the role of growth in reviving
stock market development. Confidence in the stock market
221S. Ben Naceur et al. / Borsa _Istanbul Review 14-4 (2014) 212e223mirrors the strength of fundamentals in the economy. High
growth solidifies the evidence of strong fundamentals, boost-
ing confidence in the return on investment in the stock market.
In contrast to the previous results, government spending has
a positive effect on stock market liquidity. One possible
explanation relates to government financing, which deepens
the financial market by making government securities avail-
able for trading. Investors may interchange government se-
curities and equity shares in their portfolios, balancing risk and
return. A larger value of trading, relative to market size, es-
tablishes a positive relationship between government spending
and financial deepening.
The relationship between investment and stock market
liquidity is mostly negative, contrary to theoretical priors.
However, an intuitive explanation could defend the evidence
based on standard practice that could be specific to the
countries under investigation. Higher investment, e.g., a real
estate boom, absorbs liquid savings with negative effects on
stock market trading and financial deepening. This relation-
ship is further reinforced by the negative relationship between
private credit and stock market trading. An increase in private
credit offers opportunities for financing that absorb liquid as-
sets away from stock market financing. Stock market devel-
opment competes against traditional indicators of banking
development in MENA countries.
The evidence remains robust regarding the positive rela-
tionship between openness and stock market liquidity. A larger
trade value forces a larger degree of integration into the global
economy. Subsequent increases in growth and savings help
mobilize stock market activity, emphasizing returns on trade
integration. Surprisingly, however, none of the coefficients on
financial flows are statistically significant, discounting the
relevance of financial liberalization to boosting inflows and
reinforcing stock market liquidity in the stock market.
Institutional quality, as measured by rule of law, has a
positive significant effect on financial deepening. Better laws
and enforcement boost investors' confidence in the institu-
tional backing for stock market activity, stimulating further
trading. Rule of law boosts the quality of the stock market and
reinforces financial development. By contrast, accountability
does not support a higher degree of stock market liquidity.
Promoting democracy does not have a direct bearing on stock
market trading in those MENA countries where progress in the
democratic process appears to be lagging.
Overall, the evidence remains robust regarding the positive
effects of growth and openness on financial development and
stock market deepening. Savings are mostly absorbed in non-
financial assets that support the diversification of investment
away from stock market activity. Similarly, credit to the pri-
vate sector increases financial diversification and diverts re-
sources away from the stock market. In contrast, government
spending creates opportunities to diversify financial invest-
ment in government securities, with a positive effect on
trading activity in the stock market. The rule of law is an
important condition that increases investors' confidence in the
legal and enforcement backing of economic transactions, with
a positive effect on stock market deepening.The evidence is mixed regarding the theoretical channels
that articulate positive spill-over effects of growth on financial
development. Specifically, the transmission channels of
growth vary across banking and non-banking indicators of
financial development. Variation in results, by financial in-
dicators, reflects the importance of diversifying financial in-
struments to maximize the benefits of higher growth, better
institutions and more integration on economic development.
5. Conclusion
The study has considered determinants of financial sector
development in the MENA region. The region has fared well
in growth, primarily in connection with energy resources.
Nonetheless, financial development has lagged, which is at the
core of failure to diversify many economies in the region. This
issue has resulted in big governments that have provided
employment to a large number of entrants into the labour
market, but not necessarily in productive jobs.
Investing in a vibrant private sector is of utmost priority
for these economies, and financial sector development is key.
As it stands, the banking sector has been heavily engaged in
sovereign lending, crowding out available resources for pri-
vate activity. Moreover, the stock market remains severely
underdeveloped and has been mostly a platform for specu-
lative flows that have proven to be a source of vulnerability
and potential financial and exchange rate risks. The com-
posite evidence, in line with Levine (2005) and Huang, Hao,
and Haibin (2010), reinforces the importance of developing
the financial system as a critical component of sustaining
growth in the MENA region.
Four indicators of financial development are under
consideration: banks' indicators (liquid liabilities and credit to
the private sector) and non-bank indicators (the size of the
stock market and its depth). The determinants under consid-
eration include macroeconomic fundamentals (real growth,
price inflation, savings, investment, trade openness, and
financial liberalization), a fiscal policy indicator (government
spending) and institutional quality indicators (bureaucracy,
corruption, and democratic accountability).
In general, growth does not promote banking activity; it
promotes development of the stock market. The difference
indicates the underdevelopment of the banking system and
financial intermediation in MENA countries, implying limited
success in pressing ahead with further development in
response to higher growth. Bank lending is heavily concen-
trated, and there is a huge drive to seek safe haven in sovereign
lending, at the expense of depriving private sector activity of
badly needed credit, particularly for small and medium-sized
enterprises. In contrast, a surge in stock market activity has
been more responsive to higher economic activity that creates
opportunities for financial diversification in light of the un-
derdevelopment of the banking system and inefficient inter-
mediation. The difference points to the need to address
structural constraints that have hampered the prospects of the
intermediation function that would help mobilize resources in
support of a more diversified economic activity.
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development relates to the role of inflation. Inflation discour-
ages banking activity, because agents fear the effect of infla-
tion on the value of liquid assets in the banking system.
Alternatively, agents may seek risky opportunities in liquid
assets in the stock market because they perceive the potential
return as a better alternative for hedging against the risk of
higher inflation in the banking system. The difference points to
the need to press ahead with inflation targeting as a priority for
monetary policy in many MENA countries.
Apparently, the bulk of savings in MENA countries is
absorbed outside the banking sector and the stock market.
Various development indicators respond negatively to higher
savings, implying that opportunities to mobilize savings in the
real estate market and other physical assets appear more
attractive than opportunities to invest in financial instruments.
The effects of investment are in sharp contrast between
bank and non-bank financial development. Higher investment
mobilizes liquid resources in the banking sector, with positive
effects on development indicators. In contrast, investment
opportunities divert resources away from stock market
development because they are channelled into other options
for diversification. The evidence further reinforces the limi-
tations on investment in the MENA region.
The impact of trade openness is robust on indicators of
bank and non-bank financial development. Across various
specifications, openness promotes financial activity in support
of more trade integration. Similarly, financial liberalization
increases inflows that contribute to further financial develop-
ment. Higher degree of trade and financial integration in-
creases incentives for financial deepening to maximize the
value added of more openness.
Excessive government spending increases the cost of do-
mestic financing and crowds out private activity, hindering
financial development. This evidence signals concerns about
fiscal dominance, which is pervasive across the sample of
countries, both oil-producing and non-oil-producing countries.
Such dominance has siphoned liquidity in the financial system
towards financing government operations, and has limited the
prospects for diversification and development of financial in-
struments in support of private activity. The evidence clearly
illustrates the need to press ahead with fiscal consolidation, to
widen the scope for financial intermediation with a view to
establishing more diversification of economic resources and
encouraging private activity.
Institutional quality, particularly rule of law, promotes
financial development by signalling confidence in the quality
of the legal system in support of economic activity. The sta-
bility of the financial system benefits from better institutions.
This provides a clear illustration for why the financial system
in many advanced economies has progressed to become a
catalyst of growth.
The difference between bank and non-bank development
attests to the importance of promoting growth towards
achieving greater financial deepening and economic diversi-
fication in the MENA region. Lack of confidence in the sta-
bility of the banking system, and constraints on lending, havelimited the scope to mobilize financial savings towards more
effective intermediation. Alternatively, savings have been
seeking a safe haven in real assets, hampering the prospects
for diversification and industrialization.
Overall, the results send strong signals regarding the role of
macroeconomic fundamentals and institutional quality in
promoting financial sector development. Bank and non-bank
sectors appear, in general, complementary with respect to
various determinants, necessitating parallel tracks in both
sectors to maximize the value added of financial development
on economic activity. Nonetheless, investors may benefit from
a more diversified financial system as they opt to switch re-
sources between banking and non-banking options in response
to developments in the macro economy.
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